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DIRECT TESTIMONY OF DANIEL F. SULLIVAN

ON BEHALF OF

THE SOUTH CAROI INA OFFICE OF REC UI.ATORY STAFF

IN RE: PIEDMONT NATURAI. CAS COMPANY, INC.

PURCHASE CAS AMUSTMENT ("PGA")

DOCKET NO. 2007-4-C

7 Q. PLEASE STATE FOR THE RECORD YOUR NAME, BUSINESS ADDRESS

AND OCCUPATION.

9 A. My name is Daniel F. Sullivan. My business address is 1441 Main Street, Suite 300,

Columbia, South Carolina, 29201. I am employed by the South Carolina Office of

Regulatory Staff ("ORS") as an Auditor.

12 Q. PLEASE STATE YOUR EDUCATIONAL BACKC ROUND AND

13 EXPERIENCE.

14 A. I received a B.S. Degree in Business Administration, with a major in Accounting

15

19

21

from the University of South Carolina in December 1998. From February 1999 to

February 2005, I was employed as an auditor with the South Carolina State

Auditor" s Office. In that capacity. I performed audits and reviews of cost reports

filed by institutional providers of Medicaid services for the South Carolina

Departtnent of Health and Human Servtces. The pritnary purpose of those audits

and reviews was to establish the applicable reimbursement rates to be paid to

Medtcatd provtders fot seduces rendered to clttalltte(1 Medtcatd tectptents. In

February 2005, I began my employment with ORS and since then have been
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involved in cases dealing with the regulation of' gas and water and wastewater

3 Q. WHAT IS THE PURPOSE OV YOI'R TESTIMONY INVOI. VINC

PIEDMONT NATURAI. CAS COMPANY, INC. , IN THIS DOCKET?

A. The putTtose of my testimony is to set forth findings resulting from ORS's

examination of Piedmont Natural Gas Company, Inc. 's ("Company" or

"Piedmont" ) deferred account 4253.04 for the review period of April 1, 2006

through March 31, 2007.

9 Q. IN CONNECTION WITH YOUR TESTIMONY, DID YOU PREPARE OR

CAUSE TO BE PREPARED ANY EXHIBITS?

11 A. Yes, the Audit Staff has prepared Audit Exhibit DFS-1, titled "Account 4253.04

Analysis Summary", and Audit Exhibit DFS-2, titled "Risk Management —Hedging

Program", in connection with this testimony.

14 Q. ON WHAT AUTHORITY DOES THE ORS MONITOR THE ACTIVITY IN

PIEDMONT'S DEFERRED ACCOUNT 0253.04?

16 A. In Docket No. 83-126-G and 86-217-G, Order No. 88-294, the Public Service

Commission ("Commission" ) found that:

(I) A true-up for differences between billed and filed rates is appropriate and

necessary to assure that Piedmont's customers pav no more than Piedmont's

actual cost of gas. A true-up of demand charges for changes in sales volumes

is applopriate and rtecessary to assule that Piedmont. s customers pay no
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I2) The Company is to maintain an account reflecting its gas costs each month,

the amount of gas costs recovered each month, and amounts defened from

month to month. The Company is also required to file with the Commission,

a tepott on a monthly basis showing the status of this deferred account.

(3) Additionally, with the issuance of Order No. 2002-223 dated March 26, 2002

in Docket No. 2001-410-G„the Company is required to file regular reports on

the status of the hedging program and the results of its hedging activities,

8 Q. HAS ORS CONDUCTED THE COMMISSION REQUIRED

EXAMINATION OF THE COMPANY'S DEFERRED ACCOUNT?

10 A. Yes. ORS has examined the activities included in deferred account 4253.04, the

gas storage inventory accounts and deferred account-hedging program 4191.01 for

the period April 2006 through March 2007.

13 Q. PLEASE EXPI.AIN THE CONTEXT OF THE ORS AUDIT IN THIS CASE.

14 A. At the time ORS initiated its audit in this proceeding, it became apparent that

15 Piedmont was in the process of addressing significant issues it had identified over

the prior twelve months with its internal gas cost accounting function. These issues

included problems with both the systems and personnel involved in accounting for

and reporting many aspects of its gas costs. As we understand it, simultaneous with

ORS' audit, Piedmont was attempting to accomplish multiple tasks associated with

identifying the full scope of its gas cost accounting deficiencies, conecting errors

on its books related to prior period gas costs, and working to develop a fully

functional gas cost accounting system and depattment going forward. One of these

tasks. which was particularly relevant to out audit, was that Piedmont was
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reconstructing and restating its gas costs for the period of review in this proceeding

with the help of outside consultants hired by the Company.

3 Q. HO%V DID THIS le'IPACT THE ORS AUDIT?

A. It caused the audit to be much more protracted and difficult than normal and

ultimately required that the hearing date be moved.

6 Q. HOW DID THE ORS CONDUCT ITS AUDIT?

7 A. We spent several weeks on site at Piedmont working with Piedmont's gas cost

accounting personnel and Piedmont's outside consultants attempting to resolve

issues regarding Piedmont's Review Period gas costs.

10 Q. %ERE YOU ABLE TO COMPLETE THE AUDIT?

11 A. Largely but not completely. We were able to jointly identify a number of

13

15

corrections to Piedmont's Review Period gas costs in time for Piedmont to include

those corrections in its testimony in this proceeding. In some areas, however,

specifically relating to Piedmont's Commodity True-up and inventory levels,

additional work remains.

16 Q. %'HAT ADDITIONAL %'ORK REMAINS?

17 A. ORS and Piedmont have identified several areas that require additional

investigation and have formulated a plan to jointly investigate these areas and report

back to the Commission.

further adjustments on the remaining commodity true-up and inventory issues

identified below to ORS for its review bv no later than January 7, 200S. ORS will
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report back to the South Carolina Public Service Commission by February 15,

2008.

3 Q. PLEASE EXPLAIN AUDIT EXHIBIT DES-1 AND %%HAT IS REELECTED

Oui THAT EXHIBIT.

5 A. Audit Exhibit DFS-1 presents, for each month of the period under examination. , the

components vhich contribute to the Company's over/under collection in deferred

account 4253.04. These components are:

Commodit True-U Balled vs. Fi)ed Rates —These amounts represent the

13

14

15

difference in the Company's actual gas costs on a monthly basis as compared to the

benchmark cost of gas included in the Company's Gas Cost Recovery Mechanism

("GCRM"} filings during the review period. The Company's benchmark cost of

gas at the beginning of the review period was $8.50 established as a result of the

Company filing GCRM 4118, effective February 1, 2006. Effective July 1, 2006,

the Company filed GCRM 4119 with the Commission which increased the

benchmark cost of gas from $8.50 to $9.50. Effective January 1, 2007, the

Company filed GCRM 0120 with the Commission which decreased the benchmark

cost of gas from $9.50 to $7.50. On a total company basis, actual gas costs are

computed and compared to the benchmark cost and any difference is allocated to

South Carolina operations based on the current month's sales percentage.

13ecause Pledinont s commodity true-up is subJect. to additional investigation
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Demand I'rue-u —These amounts represent the over or under-collection of

demand charges incurred bv the Company as compared to demand charges billed

and collected monthly from customers. Total demand charges incurred are

computed monthly and allocated to South Carolina operations based on the design

day factor as approved by the Commission in Order No. 2002-761 dated November

1, 2002, approving new rates and charges issued in Docket No. 2002-63-G.

Effective November 2005, the design day factor for demand allocation to South

Carolina operations changed from the previously approved 15.81'Po to 16.16'/o

resulting from the Commission's approval of the Company's election to participate

in the Rate Stabilization ("'RSA") program. Total demand true-up for the twelve

months ended March 31, 2007 increased the under-collection by $3,297,895.

Ne otiated Losses —In competition with alternate fuels, the Company's GCRM

allows it to maintain its industrial load by selling gas at less than the approved tariff

resulting in margin losses. These negotiated losses for the twelve months ended

March 31, 2007 increased the under-collection by $1,359,134.

Secondar Market Sharin —Effective v ith new rates approved in Docket No.

2002-63-G, Order No. 2002-761 dated November 1, 2002, the Company now

credits 75'/o of the margin from off-system sales and from capacity release

transactions to deferred account ~253.04. The remaining balance of these margins is

retained by the Company. The same Order also provided that capacity release

credits and otf-system sales would be allocated to South Carolina using the same

design day methodology as approved for fixed demand costs. Shared margins and

capacity release credits f'or the revievv period reduced the under-collection by
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$5,720,250. It should be noted that in compliance with Docket No. 95-160-G, Order

No. 95-1461 dated August 22, 1995, the Company is reporting capacity release

actlvltv as required by thc CoITlmisslon. These capacity lclcasc credits totallrlg

$3,296,221 are included in the total of $5,720,250 listed above for secondary

ITlal kct shal lng.

Proration Ad'ustments —Proration adjustments are adjustments made as a result

of cycle billing and necessitated as a result of the filings of GCRM 4119 effective

July I, 2006, and GCRM 4120 effective January I, 2007. The total proration

adjustments for the twelve months ended March 31, 2007 decreased the under-

collection by $222,036.

%'cather Normalization —In compliance with Docket No. 95-715-G, Order No.

95-1649, dated November 7, 1995, the Company began charging deferred account

4253.04 for weather normalization effective f'or the winter heating season of

November I, 1996 through March 31, 1997. Prior to that time, the Company had

maintained a separate balance for weather noITnalization in account 4253.09, The

weather normalization adjustment is designed to increase or decrease the margin

component of the rate based on a comparison of actual weather conditions, during

the review period. to the normal weather conditions. Weather normalization

adjustmcnts fol the twelve ITlonths ended March 31, 2007 inclcascd thc undcf-

collection by $2,639,064 as a lcsult of warnIer than nolmal tveather for the 2006-

2007 heating season.

4'naccounted For Annual k, ine I oss Ad'ustment — The annual line loss
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fuels, charged to the consumers, as compared with the actual losses experienced

during the revie~ period. This is an annual adjustment required by the Company's

CJCRM, and for the twelve months ended March 31, 2007, reduced the under-

col lection by $514,692.

IIncollcctible Cas Cost Recovery - In Docket No. 2006-4-Cj, Order No. 2006-527

dated October 11, 2006, the Commission approved the company's request to

remove uncollectible gas cost expense from its cost of service and authorized the

recovery of these costs through the company's gas cost deferred account 4253.04.

Under this revised methodology, the commodity cost of gas portion of uncollectible

accounts is now a component of deferred account 4253.04. The balance of the

uncollectible accounts expensed, including the company's margin, will be

recovered through their RSA filing. The uncollectible gas cost adjustment increased

the under-collection by $108,343 for the twelve months ended March 31, 2007.

Su lier Refunds —The Company received supplier refunds totaling $1,492, 103

for the twelve months ended March 31, 2007. South Carolina's allocation (16.16/o)

of these refunds results in a decrease to the under-collection of $241,124.

Other Ad ustments - The other adjustments posted to deferred account 4253.04

are for Commission ordered adjustments or extraordinary items experienced by the

Company during the twelve months ended March 31, 2007. The other adjustment

posted in April 2007 is to record adjustments ordered by the Commission in Docket

No, 2006-4-6. Order No. 2006-527. resulting in a decrease to the under-collection

in defened account ~~253.04 in the amount of $259,259.
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The other adjustments recorded in October 2007 and November 2007 are to record

thc results of thc National Gas Dlstllbutor s ('"NGD ) bankruptcy ploccedlng. The

Company sold gas to NGD as part of their off'system sales program. The Company

and NGD negotiated a price and volume of gas to be delivered to NGD for sale to

its customers. Once payment divas received, the gas was delivered to NGD who then

sold the gas to its customers. On January 20, 2006, NGD filed a voluntary petition

seeking relief under Chapter 11 of the Bankruptcy Code. United States Bankruptcy

Court, Eastern District of North Carolina, ruled the Company had received

preferred payments from NGD. Through a settlement agreement, the Company

agreed to pay to the Trustee of the Bankruptcy Court $900,000 and waive any and

all claims against NGD. To determine the effect on deferred account 4253.04 of the

$900,000 settlement, the Company followed the treatment ordered by the

Commission for secondary market sharing and multiplied the $900,000 by 75% and

then by South Carolina's portion of 16.16/o. The result is an increase to the under-

collection of $109,080, adjusted in October 2006 and November 2006 by $99,990

and $9,090, respectively, to recognize South Carolina's portion of the settlement as

recorded by the Company.

Total other adjustments for the twelve months ended March 31, 2007 decreased the

under-collection by $150,179.

Hcd in Activity Transfer —In Docket No. 2006-4-G„Order No. 2006-52,' dated

October I I. 2006, the Commission authorized the Company and thc Company

agreed to transfer the balance ot its cumulative hedging gains or losses to deferred

account i~253.04 on a monthly basis, effective November I, 2006. As OI the date of
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this filing, the Company has neither transferred the previous review period (April

2005 —March 2006) balance ot $1,157,953 nor the current review period monthly

hedging losses of' ($4,649,367) from the hedging program account 0191.01, to

deferred account 4253.04. As such, the cumulative under-collection balance is

understated by $3,491,414.

Accrued Interest —In Docket No. 98-004-G, Order No. 98-618 dated August 11,

1998, the Commission ruled that the actual earned overall rate of return should be

utilized in computing interest on the deferred account balance. In Docket No. 2000-

004-G, Order No. 2000-707 dated August 25, 2000, the Commission found that

interest on the deferred account should be limited to the lower of the authorized

overall rate of return or the actual earned overall rate of retutTt. In Docket No.

2006-4-G, Order No. 2006-527 the Commission ordered that effective November 1,

2006, the interest rate applicable to balances in PNG's account 0253.04 shall be

fixed at 7.00'Eo. During the months of April 2006 through June 2006, the Company

calculated monthly interest at the rate of 7.44'7o on the average outstanding balance

in deferred account 4253.04, During the months of July 2006 through September

2006, the Company calculated monthly interest at the rate of 6.45'/o on the average

outstanding balance in deferred account 0253.04. For the month of October 2006,

the Company calculated monthly interest at the rate of 9.39'/o on the average

the Cornpalty calculated montldy tnterest at the rate of 7.00;o ort ihe average

outstanding balance in deferred account ~253.04 in accordance with Docket No.

2006-4-G, Order No. 2006-527. The rates used by the company for April 2006
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through October 2006 were based on the calculated rates of return on the quarterly

reports ended June 30, 2006, September 30. 2006 and December 31, 2006 that were

filed with the Commission as required by the RSA. The earned rates of return on

the quarterly flllngs used by the company for accrued interest on deferred account

4253.04 were less than the Commission authorized rate of return of 10.34;4 for the

months of April 2006 through October 2006. Therefore, ORS agrees with the rates

used to calculate interest expense on deferred account 4253.04. The previously

discussed additional adjustments to Piedmont's Review Period commodity true-up

will affect the ending balance on which interest in deferred account 4253.04 is

accrued and therefore will affect the calculation of interest expense by month and in

total for the twelve months ended March 31, 2007. That calculation will be made

when the commodity true-up is finalized.

13 Q. %'HAT IS INCLUDED IN AUDIT EXHIBIT DFS-2, RISK MANAGEMENT-

HEDGING PROGRAM?

15 A. Audit Exhibit DFS-2 details the results of the Company's hedging program for the

period under review. These results are reflected in gains or losses, on a monthly

basis, net of brokerage fees and commissions, resulting from the purchase of

options to buy gas futures contracts (Call Options) and the purchase of options to

sell gas futures contracts (Put Opttons). The Company purchased these Call and Put

options at various strike prices. The strike price is the specified price at which a gas

futures contract could be bought ICall Option) or sold (Put Option) if the options

were exercised. During the hvelve months ended March 31, 2007 the Company

purchased a net of 3,055 Call or Put Option Contracts. The purchases and. ,'or sales
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of these options mere veritted by tracing these transactions to the broker statements

in detail. The purchase and sale of options for the twelve months ended March 31,

2007 resulted in a net increase to the cost of gas, including fees, of $4,649,367.

The Company calculated interest on the average monthly hedging balance using an

annual interest rate for the twelve months ended March 31, 2007 of 10.39'/0. ORS

calculated interest on the average monthly hedging balance using an annual interest

rate of 10.39'/0 for the months of April 2006 through October 2006 and 7.00'lo for

the months of November 2006 through March 2007. In Docket No. 2006-4-CJ,

Order No. 2006-527 the Commission authorized the Company, effective November

1, 2006, to transfer the balance of its cumulative hedging gains or losses to account

4253.04 on a monthly basis. The Commission also ordered effective November 1,

2006, the interest rate applicable to balances in PNCt's account 0253.04 shall be

fixed at 7.00'70. Therefore, the effective interest rate for calculating interest on

hedging gains or losses starting in November 2006 should be 7.00'70.

As noted above and indicated under the caption, "Hedging Activity Transfer" on

Exhibit DFS-1, the Company did not transfer the cumulative gains or decrease to

the cost of gas from prior years of $1,157,953 to deferred account 4253.04. As a

result„ that amount is carried fom ard on Audit Exhibit DFS-2 and offset against the

cutTent year loss or increase to the cost of gas. As also indicated under the caption,

"Hedging Activity Transfer"' on Exhibit DFS-I, the Company did not transfer the
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The resulting net cumulative amount available for transfer for the three years, April

2004 —March 2007 is a net loss or net increase to the cost of gas of $3,491,414 as

shown on Exhibit DFS-1. The balance in the hedging program account 4191.01 at

the end of the review period consists of the following:

Review Period Net Gain or Loss

Apr. 04 —Mar. 05

Apr. 05 - Mar. 06

Apr. 06 —Mar. 07

Net Increase to Gas Cost (April 2004 to March 2007)

(598,053)

1,756,006

s {~3491414

10 Q. %'HAT ARE THE GAS STORAGE INVENTORY BAI ANCES AS OF

MARCH 31 2007 i

12 A. Total costs and weighted averages of the Company's gas storage inventories are not

21

finalized at this point because of additional adjustments that need to be reflected in

the gas storage inventories. This will have an effect on the ending balances and

weighted averages of the inventories.

For several of the inventories, injection figures (dollars) are calculated based on

applying the system wide average price per dekatherm for that particular month to

the number of dekatherms injected during the month. Adjustments to dekatherms

and dollars for purchases not recorded or recorded incorrectly have a direct effect

on the system wide average price per dekatherm by month and. therefore, they also

have an effect on the calculation of storage injection figures (dollars). Adjustments

to the injection figures (dollars) results in changes to the weighted aveiage cost of

the inventories which also have an effect on future withdrawals since withdrawal
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figures (dollars) are based on the weighted average cost per dekatherm at the time

of the ~withdrawal.

Pt I ol to f1lIng this testnnony, P1eclnlont ancl the ORS dI scussecl this ITlattel ancl

concluded that filing a schedule of gas inventories in this testimony would be

misleading at this time.

6 Q. WHAT ARE ORS' FINDINGS KITH RESPECT TO ACCOIIXT 4253.04~

7 A. ORS analyzed the balance of ($3,101,217) included in deferred account 4253.04

10

at March 31, 2007, as shown in company witness Thornton's testimony and has the

following findings:

(1) The $13,334,503 decrease to the under-collection for commodity true-up as

reported by the Company is subject to further adjustments based on the

results of the further investigation into this mechanism described above.

(2) Based on ORS examination, the increase to the Company's under-collection

balance for demand true-up of ($3,297,328) is subject to adjustment by an

increase of ($567). This adjustment will correct the calculation of fixed cost

recovery.

(3) Certain gas storage inventory balances are not currently verifiable for the

twelve months ending March 31„2007due to unresolved purchases,

withdrawals or injections. These balances will be verified as part of the

additional investigation agreed to by the Company and the ORS.

(4) CtullttlatIve hedgIng gam/loss ftonl prevtous PGAs was not transferred to

deferred account +253.04 as ordered by the Commission in Docket No,



Testimony of Daniel F. Sullivan Docket No. 2007-0-6 Piedmont Natural CJas Company, inc.
]5

Additionally, monthly hedging gains/losses lor the twelve months ended

March 31, 2007 were not transferred to deferred account 4253.04 as ordered

bv the Corntrllsston ln Docket No. 2006-4-CJ, Order No. 2006-527.

(6) Interest rate used on hedging gains/losses by the Company for November

2006 through March 2007 was 10.39'/o. However, Docket No. 2006-4-Cr„

Order No. 2006-527 required the interest rate to be 7.00'/o effective

November 1, 2006. This resulted in the inappropriate interest calculations

filed by the company for hedging program account 4191.01.

(7} Additional adjustments to commodity true-up and inventory will result in

recalculation of interest on deferred account 4253.04.

12

13

Piedmont has agreed to continue its efforts to correct the deficiencies in its

accounting and reporting practices. The under-collection balance in deferred

account 4253.04 as of March 31, 2007 will change due to additional adjustments

resulting from the joint investigation into the Revie~ Period commodity true-up,

inventory and interest calculations. as discussed above.

16 Q. OO YOU HAVE ANY AOOITIOXAI. FINDINCS'?

17 A. Yes. Based on the findings above, ORS is unable to propose final adjustments at

this time to correct the balance in deferred account 4253.04 for the twelve months
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1 Q. DOES ORS HAVE ANY RECOiNMEXDATIOi&S 'ttVITH RESPECT TO

DEEERRED ACCOUNT T 0253.04~

3 A. Yes. ORS recommends that the Commission approve the additional investigation

into Piedmont's Review; Period commodity true-up, gas storage inventory, the

interest on deferred account 4253.04 and hedging program account 0191.01 as

outlined herein.

Q DOES THAT CONCLUDE YOL'R TESTIMONY

8 A. Yes, it does.
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